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Slowinski: Federal Taxation and Foreign Policy

FEDERAL TAXATION AND FOREIGN POLICY
WALTER A. SLOwVINSKI*

Shortly after enactment of the Internal Revenue Code of 1954, the American Bar Association Section of Taxation met at its annual convention in
Chicago. It had only a few recommendations for discussion and none for
legislative enactment. In many minds the work had been completed. However, the changes on the world scene beginning in 1960 brought about a new
burgeoning of tax laws: the Revenue Act of 19621 with its enormous changes
in the taxation of foreign income earned by corporations and individuals outside the United States; the Revenue Act of 19642 emphasizing the tax program
and the balance of payments; the Interest Equalization Tax Act (H.R. 8000)3
passed as a program to correct the United States balance of payments deficit
by imposing a tax on purchases by United States persons of foreign securities sold by foreigners; the Foreign Investors Tax Act of 19664 providing
more favorable tax treatment for foreign investments in the United States
and making extensive amendments in the area of taxation of foreign income.
Most recently, the Department of Commerce has instigated a program under
the Foreign Direct Investment Regulations5 and Executive Order 11,3876 to
govern the transfer of certain capital from the United States to foreign
countries and to require repatriation of earnings from the foreign operations
of United States direct investors. The Executive order may not seem to be a
taxing statute. However, the regulation thereunder, 7 requiring the repatriation of earnings from foreign operations, is interpreted by some to be a required repatriation of "dividends" from foreign operations, dividends that
are subject to taxation upon receipt by the United States direct investor.
The acts and regulations above reflect an increasing emphasis on the importance of federal taxation in foreign policy decisions. The attitude that
the tax system of the United States should be concerned only with the collection of revenues disappeared long ago. The current administration, for example, successfully sought the adoption of a ten per cent income tax surcharge
to dampen
the fires of inflation and help cure our balance of payments
8

deficit.

*B.S. 1941, St. Vincent College; LL.B. 1948, Catholic University of America; Member
of the Bars of the District of Columbia and Illinois.

1. 76 Stat. 960 (1962).
2.

78 Stat. 19 (1964).

3. 78 Stat. 809 (1964).
4. 80 Stat. 1539 (1966).
5. FDI Reg. §§1000.101-.804, 33 Fed. Reg. 49 (1968).
6. Exec. Order No. 11,887, 3 Fed. Reg. 47 (1968).
7. FDI Reg. §1000.202, 33 Fed. Reg. 49 (1968).
8. Revenue and Expenditure Control Act of 1968, 82 Stat. 251 (1968). For the foreign
policy considerations involved in the passage of this act see Hearings on Administration's
Balance of Payments Proposals Before the House Ways and Means Comm., 90th Cong., 2d

Sess. (1968).
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Two other illustrations make it clear that federal taxation and foreign
policy have become inextricably intertwined. One involves an import surcharge. Although no recommendation has been made by the Administration
to Congress, 9 a number of discussions have centered around a two per cent
figure that would discourage imports, seeking thereby to balance our export
expansion program with a decrease in imports. The second example involves
the proposed treaty between the United States and Brazil on prevention of
double taxation of income.1O The treaty would include an investment credit
of seven per cent similar in operation to the provision now in the Internal
Revenue Code for investment in United States productive assets." The treaty
system of the United States would thus be utilized to encourage investment
by United States investors in productive Brazilian assets with a seven per
cent investment credit going to the United States investor at the time of the
investment. Some observers will testify that this type of provision is one of
the few ways available to offer tax concessions when a developed country attempts to enter into a treaty with a less-developed country. The merits of
this argument are not disputed except to observe that again the Internal
Revenue Code is being used to foster a foreign policy objective.
An earlier example of interrelation of tax and foreign policy is the Trade
Expansion Act of 196212 and its relief provisions, which grant United States
persons certain "tariff adjustment assistance" in the event the free trade
principles of the General Agreement on Tariff and Trade13 result in a loss
to the United States person because of a reduction in tariffs on imports. This
adjustment by way of technical assistance, financial assistance, or tax assistance is made at a cost to the federal government that, in effect, would have
to be recovered through generally increased tax revenues.
THE LAST DECADE IN FEDERAL TAXATION AND FOREIGN POLICY

During the first five days of December 1958, a Subcommittee on Foreign
Trade Policy of the House Committee on Ways and Means conducted hearings on "Private Foreign Investment."

4

In

introducing the hearings, the

1
Chairman of the Subcommittee, Representative Hale Boggs, stated:

5

It has become increasingly clear to us that foreign-trade policy in
the sense of commercial policy cannot be divorced from other aspects
of United States foreign economic policy. Our foreign economic
policy must be conceived of as a whole, aimed at achieving certain
national goals through a coordinated set of programs. One of the
areas of international economic relations that relates closely to trade,
that is to the movement of goods, is that of investment, the movement
9. Not submitted to the Congress as of May 1, 1968.
10. Treaty with Brazil on Income Tax, March 13, 1967 (not yet ratified).
11. See INT. REV. CODE of 1954, §38.

12.
18.

19 U.S.C. §§1801-1991 (1964).
March 10, 1955, 8 U.S.T. 1767, T.I.A.S. No. 8930.

14. Hearings on Private Foreign Investment Before the Subcomm. on Foreign Trade
Policy of the House Comm. on Ways and Means, 85th Cong., 2d Sess. 1 (1958).

15. Id.
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of capital. The dose and intimate relationship between these two
types of economic activity has repeatedly been brought to our attention.
One of the results of these hearings was the formation of a small ad hoc
group of tax specialists informally invited to draft a bill that would encourage
private investment abroad and thereby reduce government expenditures for
foreign economic assistance.
Under the auspices of Congressman Boggs, this bill was presented to the
Eighty-sixth Congress as the "Foreign Investment Tax Act of 1959."16 It
was to be effective with respect to taxable years beginning after December
31, 1958, and would have contained a series of incentives for United States
corporations to increase exports and invest abroad through a new American
corporate vehicle called a "foreign business corporation." The bill would
have permitted the transfer of industrial and intellectual property to foreign
entities in exchange for stock in tax-free reorganizations without obtaining
section 367 rulings, where such foreign business property would be placed
into use immediately in the active conduct of a trade or business abroad, and
would accomplish certain practical changes in existing foreign tax credit
provisions. Hearings on H.R. 5 held on July 7, 8, and 9, 1959,17 attracted
the foreign trade community of the United States. With certain modifications,
the bill passed the House of Representatives on May 18, 1960,18 and hearings
were then called before the Senate Finance Committee on June 13, 1960.19
In executive session, the committee voted 4-4 on H.R. 5, thereby terminating
its chances of enactment.
When the Eighty-seventh Congress convened in early 1960, the entire
situation had changed. The new Democratic Administration had established small working parties on various aspects of legislation during December
1959 and January 1960, and a campaign for higher taxation on foreign income began in earnest on May 3,1961, before the House Ways and Means
Committee when Secretary of the Treasury Douglas Dillon presented the
New Administration's case for sweeping changes in the tax treatment of
foreign income. 20 The principal recommendation of the Secretary of the
Treasury was that United States corporations "be fully taxed each year on
their current share in the undistributed profits realized by subsidiary corporations organized in economically advanced countries." 21 In other words, a
United States corporation would be taxed on the earnings of its foreign sub16. See 105 CONG. REc. 28 (1959).
17. Hearings on the Foreign Investment Incentive Tax Act Before the House Comm.
on Ways and Means, 86th Cong., 1st Sess. (1959).
18. 106 CONG. Rzc. 10,583 (1960).
19. Hearings on the Foreign Investment Incentive Tax Act Before the Senate Comm. on
Finance,86th Cong., 2d Sess. (1960).
20. Hearings on the Tax Recommendations of the President contained in his Message
to Congress, April 30, 1961, Before the House Comm. on Ways and Means, 87th Cong., 1st
Sess., vol. 1, at 20 (1961) [hereinafter cited as 1961 Hearings]; Boggs, The Treasury Proposals on the Taxation of Foreign Income, THE TAX EXEcUTIVE, July 1961, at 268.
21. Hearings on the Tax Recommendations of the President contained in his Message
to Congress, April 30, 1961, Before the House Comm. on Ways and Means, 87th Cong., 1st
Sess., vol. 1, at 30 (1961).
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sidiary whether or not such earnings and profits were distributed currently
to it.
It was clear that from 1960 to 1961, the Executive branch of the federal
government had reversed its position on H.R. 5 and the pendulum had swung
from encouragement of private investment abroad to pressuring industry to
curtail its private foreign investments and reduce its competition with foreign
competitors on foreign corporations. This all-out attack by the Treasury
Department on taxation of foreign income was not successful in the Ways and
Means Committee, and after several changes in approach and unsatisfactory
compromises, a bill was reported to the House and passed on March 16,
1962.22

The battle had only begun, because constant last-minute changes in
Treasury Department proposals made it difficult to set out the boundaries
of the problem. Before the Senate Finance Committee, however, the issues
became more clear as the Treasury Department made several concessions and
23
Still
recommended liberalizing changes to gain support for enactment.
further compromises were made in executive sessions of the Senate Finance
Committee as a result of arguments presented by the international corporate
community in the hearings on H.R. 10,650.24 The bill was taken to the
Senate floor by the late Senator Kerr of Oklahoma. The Administration
forces were successful, and the Revenue Act of 1962,25 with twelve of its
twenty major provisions affecting the taxation of foreign income, became law.
Revenue Act of 1962
For the next four years the grinding task of implementing the Revenue
Act of 1962 with regulations was undertaken, and here again new concepts
of federal taxation and foreign policy emerged in interpretations and examples. More than five years have passed since its enactment. Yet few tax
specialists are willing to risk their reputations on interpretations of the more
hazy points of a hastily drafted statutory compromise.
Briefly, the 1962 Act is a superstructure imposed upon our basic tax rules
to tax United States shareholders currently on the earnings of their controlled foreign corporations whether or not these earnings are actually returned to United States shareholders. In addition, the Act includes a new
chapter in the Internal Revenue Code known as Subpart F (sections 951 to
964) the prime purpose of which is to impute currently to the United States
shareholders of controlled foreign corporations certain types of income (for
example, dividends, interest, royalties, and service fees). The provisions of
sections 951-964 are complex, confusing, and, in some cases, impossible to
apply or administer. At the last minute during the congressional delibera22. 87 CONG. REC. 5433 (1962) (H.R. 10,650).
23. See, e.g., Secretary Dillon's testimony before the Senate Finance Committee, Hearings
on H.R. 10,650 Before the Senate Comm. on Finance, 87th Cong., 2d Sess., pt. 1, at 95-104
(1962).
24. Hearings on H.R. 10,650 Before the Senate Comm. on Finance, 87th Cong., 2d. Sess.
(1962).
25. 76 Stat. 960 (1962).

https://scholarship.law.ufl.edu/flr/vol20/iss4/5

4

1968]

Slowinski: Federal Taxation and Foreign Policy

FEDERAL TAXATION AND FOREIGN POLICY

tions on the 1962 Act, it was decided to include several so-called "escape
valves" such as a minimum distribution rule under section 963 and an
Export Trade Corporation deferral under section 970. But most importantly
for purposes of this discussion, it must be repeated that the harsh provisions
of the Revenue Act of 1962 do not apply to "less developed country corporations"' - when the numerous qualifications are met.
Controlled Foreign Corporations. The real significance of the Revenue
Act of 1962 lies in its impact upon the "controlled foreign corporation." The
quantitative test of control 27 is, alone, not deemed a sufficient basis for
bringing into play the imputation of income from such a corporation. A
qualitative standard of ownership, namely, a "United States shareholder," is
also included in section 957. A "United States shareholder" is defined as a
United States person who owns, or is considered as owning, ten per cent or
more of the total combined voting power of the foreign corporation. 28 In
addition, indirect ownership provisions in section 958 provide for attribution
of ownership of voting stock held through foreign entities or related persons.
These rules modify the usual and traditional attribution rules of section 318.
Once such a relationship is established between a United States shareholder
and the controlled foreign corporation, the United States shareholder is required to include a prorata share of so-called "Subpart F income" in computing gross income for taxable years beginning after December 31, 1962.
Subpart F Income. In general, Subpart F income is comprised of (1)
income derived from the insurance of United States risks and (2) foreign base
company income.2 9 Reference to section 953 will suffice for the income from
insurance risks. Of concern to the greater number of United States corporations with foreign subsidiaries is the concept of "foreign base company income." This income may be derived from three sources, namely: (1) foreign
personal holding company income, (2) foreign base company sales income,
or (3) foreign base company service income.30 In summary, it includes generally those items of passive income such as dividends, interest, royalties, and
certain rents as well as certain types of sales and services income.
In addition to Subpart F income, United States shareholders of controlled
foreign corporations also are taxed on the other earnings of such controlled
foreign corporations to the extent such earnings are invested in United States
property, which includes tangible property located in the United States, stock
of a domestic corporation, an obligation of a United States person, and any
right to use certain intangible property in the United States acquired or de26. As defined in the INT. REv. CODE of 1954, §955 (c).
27. The "controlled foreign corporation," a new tax concept, is defined as any foreign
corporation in which United States shareholders (as defined in §951 (b)) own more than
50% of the total combined voting power of all classes of stock entitled to vote. See INT.
REv. CODE OF 1954, §957 (a).
28. INT. REV. CODE of 1954, §951 (b).
29. INT. REv. CODE Of 1954, §952 (a).
30. See INT. REV. CODE of 1954, §954.
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This provision has had a substantial impact because it is not confined merely
to earnings and profits after December 31, 1962, but is operative with respect
to the total earnings of the controlled foreign corporation regardless of when
earned.
Exceptions, Exclusions, and Limitations. In the Revenue Act of 1962
every type of income from foreign operations that has been made subject to
tax has some form of exclusion, exception, or limitation. Many of these
exceptions came from last-minute Treasury Department changes designed to
soften the impact of the Act upon United States corporations that had established a bona fide and purposeful network of foreign affiliates and which
should not have been classified with "tax havens" or "paper companies."
For example, Subpart F income of any controlled foreign corporation is
limited to the extent of earnings and profits for any given tax year regardless
of the amount of foreign base company income. 2 Characteristically, the Code
nowhere defines the term "earnings and profits." However, taxpayers are
granted a reduction in current earnings of controlled foreign corporations to
reflect deficits in earnings and profits accruing for taxable years beginning
after December 31, 1959, but only to the extent that deficits exceed earnings
for years beginning after December 31, 1962.33 In essence, this latter provision
enables a controlled foreign corporation to offset current earnings against
deficits that occurred after December 31, 1959.
Dividends, interest, and gains that a controlled foreign corporation receives from qualified investments in "less developed countries," 34 and that
are reinvested in qualified investments in less developed countries are also
35
excluded from foreign base company income.
In those cases in which foreign base company income accounts for less
than thirty per cent of the gross income of a controlled foreign corporation,
no part of gross income shall be treated as "foreign base company income."
However, if "foreign base company income" exceeds seventy per cent of gross
income, the entire gross income is treated as "foreign base company income." 36
In those cases where foreign base company income is greater than thirty per
cent, but not more than seventy per cent of the gross income figure, the actual
foreign base company income is the only amount that must be attributed on a
prorata basis to the United States shareholders.
"Escape Valves." Perhaps the most significant relief measure incorporated
in the Revenue Act of 1962 is the so-called minimum distribution "escape
valve." Under section 963, a domestic corporation need not include Subpart
31.

INT. REv. CODE of 1954, §956.

32. INT. REV.CODE of 1954, §952 (c).
33. Id.
34. A "less developed country" is any foreign country (other than those within the
Sino-Soviet Bloc) or United States possession designated by Executive order as economically
less developed. INT. REV. CODE of 1954, §955 (c) (3).
35. INT. REV. CODE Of 1954, §954 (b) (1).
36. INT. REV. CODE of 1954, §954 (b) (3).
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F income in gross income if the foreign corporation generating the Subpart
F income has paid a substantial rate of foreign income tax, or made a substantial current distribution of earnings to United States shareholders, or
some combination of both. However, to qualify for this exception, the domestic parent corporation must make an election under section 963 prior to
the last day for filing a return, and must determine whether the election will
cover (1) a single foreign subsidiary, (2) a chain of controlled foreign corporations, or (3) all controlled foreign corporations. The required distribution from one or more controlled corporations will depend in great part upon
the "effective foreign tax rate,"37 but generally as the rate increases, the percentage of profits required to be distributed decreases.
A second "escape valve" is incorporated in the Export Trade Corporation
(ETC) provisions of Subpart G, sections 970-72, granting very limited tax
deferral to qualifying "controlled foreign corporations." For such a corporation to qualify, at least ninety per cent of its gross income for the three-year
period preceding the close of the current taxable year must be derived from
sources outside the United States.38 Also, seventy-five per cent of the corporation's gross income must consist of "export trade income." This term is defined under section 971 (b) as the net income from one or more of the following transactions; (1) the sale of goods manufactured, grown, produced, or
extracted in the United States to unrelated persons; (2) services performed
in connection with the use of certain types of intangible property; (3) commissions, fees, or similar compensation from the use by an unrelated person of
export property or from the rendering of technical, scientific, or engineering
services to unrelated persons; and (4) interest from evidences of indebtedness
executed in connection with payment for purchases of export property.
Although it was originally intended that an Export Trade Corporation
would be permitted to reduce its Subpart F income to the extent of its export
trade income, last-minute limitations in section 970 (a) provisions have
rendered the Export Trade Corporation almost useless for serious long-term
trading. The incentives for promoting United States exports have failed to
materialize.
Sale or Exchange of Stock in a Controlled Foreign Corporation. Prior to
the Revenue Act of 1962, the gain on the sale or exchange of stock of a foreign
subsidiary by a domestic shareholder was ordinarily taxed at capital gains
rates. Under section 1248, added by the Revenue Act of 1962, gain from a
sale or exchange (for example, an exchange in liquidation of a controlled
foreign corporation) realized by United States shareholders is now treated
as a dividend to the extent of earnings and profits accumulated after December 31, 1962. This rule applies to any United States person who owned
ten per cent or more of the stock in a controlled foreign corporation at any
time during the preceding five-year period ending on the date of the sale or

37. INT. REV. CoDE of 1954, §963 (d).
38. INT. REv. CODE of 1954, §971 (a) (1) (A).
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exchange of stock, and during which the corporation was a controlled foreign
corporation. 39
One of the principal difficulties in applying section 1248 results from
the difficulty in determining earnings and profits. Under section 1248 (g), the
burden of establishing the earnings and profits of the controlled foreign
corporation is on the taxpayer, and failure to meet this burden will result in
all gain being considered a dividend. While no provision is made for offsetting current earnings and profits against deficits accumulated prior to
December 31, 1962, provision is made for excluding earnings and profits of
less developed country corporations, if the stock sold was owned by the seller
for at least ten continuous years prior to the date of sale. 40 Additionally, earnings and profits attributable to United States shareholders under section 951
in computing Subpart F income are excluded from the section 1248 computation.
Record Keeping and Reporting. In 1960 Congress enacted a new provision,
section 6038, requiring domestic corporations to furnish certain data with
respect to foreign corporations (and their subsidiaries) which the United
States parent controls. The Revenue Act of 1962 amended section 6038 and
extended the reporting requirements to all United States persons with respect
to any foreign corporation that such person controls. The 1962 amendments
also expanded the definition of the term "control" and extended the reporting
requirements beyond the second tier in the corporate structure. The burden
of marshaling this data has grown expensive and time-consuming. It remains
to be seen whether the magic of computers can assimilate this data and put
it to good use.
The Revenue Act of 1962 also amended the reporting requirements under
section 6046 pertaining to organization or reorganization of foreign corporations. The changes were intended to broaden and extend the scope of the
section, and, with the same ends in mind, provision was also made for a civil
penalty for failure to file. For example, United States persons must now
file such reports under section 6046 if at any time after formation of the
foreign corporation there has been an organization or a reorganization of the
corporation and they are officers, directors, or shareholders with an interest
of five per cent or more of the stock.
Revenue Act of 1964
The balance of payments problem occupied President Kennedy's attention
in his first President's Tax Message on January 24, 1963. Asking for a reduction in individual and corporate tax rates, a reversal of the corporate
normal and surtax rates, and a number of technical tax changes, he noted: 41

39.

INT. REV. CODE of 1954,

§ 1248

(a) (2).

40. INT. REV. CoDE of 1954, §1248 (d) (3).
41. President's Tax Message, Jan. 24, 1963, H.R. Doc. No. 43, 88th Cong., 1st Sess. 4
(1963).
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Our balance of payments should be improved by the fiscal policies
reflected in this program. Its enactment - which will make investment
in America more profitable, and which will increase the efficiency of
American plants, thus cutting costs and improving our competitive
position in world trade - will provide the strongest possible economic
backing for the dollar. Lagging growth contributes to a lack of confidence in the dollar, and the movement of capital abroad. Accelerated
growth will attract capital to these shores and bolster our free world
leadership in terms of both our strength and our example. Moreover,
a nation operating closer to capacity will be freerer to use monetary
tools to protect its international accounts, should events so require.
The Act indeed reduced the corporate normal and surtax combined rate
from fifty-two to forty-eight per cent for taxable years beginning after December 31, 1964, and reversed the corporate normal and surtax rates to give
smaller businesses a lower corporate normal rate. These changes were estimated to reduce taxes on corporations alone by $2.4 billion.42 The Act also
permitted a taxpayer who had sustained a substantial foreign expropriation
loss after 1958 to carry over that portion of a net operating loss arising from
the foreign expropriation loss for ten years without any carryback.3
Interest Equalization Tax Act
It was clear in early 1963 that the mounting balance of payments deficit
could not be allowed to continue its upward spiral. Accordingly, on July 18,
1963, President Kennedy sent a Special Message on Balance of Payments" to
Congress. He reveiwed the ramifications of export expansion projects, tourism
abroad, federal expenditures abroad, short-term and long-term capital flows,
and the problems associated with gold and the international monetary system.
To implement the objective of improving our balance of payments position, H.R. 8000 was introduced as the proposed "Interest Equalization Tax
Act of 1963."45 The bill was entitled "A bill to amend the Internal Revenue
Code of 1954 to impose a tax on acquisitions of certain foreign securities in
order to equalize costs of longer-term financing in the United States and in
markets abroad. .. ." A special temporary excise tax should be imposed on
the acquisition of stock, debt securities, or other obligations of foreign
issuers. The tax was to be payable by all United States citizens, residents, or
corporations purchasing stock or debt securities issued by foreign corporations, governments, or other persons; it was imposed whether such securities
were new or already outstanding issues, and whether the acquisition was
effected in the United States or abroad. The tax rate was to be fifteen per
cent of the cost of stock purchased, and in the case of debt securities, a per42.

SENATE COMM. ON FINANCE, REPORT ON REVENUE ACT OF 1964, S. REP. No. 830, 88th

Cong., 2d Sess. 1 (1964).
43. INT. REv. CODE of 1954, §172 (b) (1) (D).
44. President's Special Message on Balance of Payments, July 18, 1963, included in the
Hearings on H.R. 8000 Before the House Comm. on Ways and Means, 88th Cong., 1st Sess.
at 2 (1963).
45. H.R. 8000, 88th Cong., 1st Sess. (1963).
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centage geared to the period remaining to maturity, ranging from two and
three-quarters to fifteen per cent.
An exemption was provided for government securities of less developed
countries and for securities issues by corporations operating in such countries,
where the corporations could qualify as "less developed country corporations"
46
under section 955 (c) of the Internal Revenue Code.
In the Interest Equalization Tax can be seen one of the best examples of
a temporary excise tax enacted not to raise revenues, but specifically to meet
an economic objective of foreign policy. It will be interesting to see how far
beyond the statutory termination date (July 31, 1969) this measure will be
extended. It should be noted that the Act was extended twice from its
original termination date of July 31, 1965, and its terms were modified to
raise the rate and impose the tax on certain bank loans with maturities of
47
one year or more.
ForeignInvestors Tax Act of 1966
Curtailing purchases of foreign securities by United States persons is only
one way to stem the gold flow and the growth of the balance of payments
deficit. Action was also planned to increase foreign investment in the United
States. On October 2, 1963, President Kennedy appointed a task force headed
by Henry H. Fowler (now Secretary of Treasury) to recommend ways of promoting increased foreign investment in the United States. The "Fowler
Report"48 was presented on April 27, 1964, again focusing attention on use of
the Internal Revenue Code to achieve foreign policy objectives. The report
contained thirty-nine recommendations, six of which involved substantial
changes in the Code to encourage nonresident aliens to invest in the United
9
States.4
The Treasury Department studied the Fowler Report and presented its
recommendations to Congress on March 8, 1965, in a bill, H.R. 5916, hearings
on which were held before the Ways and Means Committee on June 30 and
July 2, 1965. After several revisions it became clear that the original objective of the bill - to stimulate investments by foreigners in the United States was giving way to a series of technical changes to "provide equitable tax treatment" of nonresident aliens and foreign corporations.
The bill, which became law on November 13, 1966,50 was a far different
work product from its early ancestors. It was labeled the "Christmas Tree
Act" and contained so many various riders that it barely passed the Senate
on October 22, 1966. The original objective was still barely discernible there was some encouragement for foreign investors to bring money into
46. INT. REV. CODE of 1954, §4916.
47. Interest Equalization Tax Extension Act of 1967, 81 Stat. 145; Interest Equalization Tax Extension Act of 1965, 79 Stat. 954.
48.

TASK FORCE ON PROMOTING INCREASED FOREIGN INVESTMENT IN UNITED STATES CORPO-

RATE SECURITIES AND INCREASED FOREIGN FINANCING FOR UNITED STATES CORPORATIONS OPERATING

ABROAD, REPORT TO THE PRESIDENT OF THE UNITED STATES

49.
50.

(1964).

Id. Nos. 29-34, at 24-29.
Foreign Investors Tax Act of 1966, 80 Stat. 1541.
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the United States. But there were also new curbs on foreign trade
plicated "effectively connected income" doctrine 51 expanding the
come of foreign corporations engaged in a trade or business in
States. The doctrine will surely spur administrative and judicial
tax cases.

and a comtaxable inthe United
contests in

Foreign DirectInvestment Regulations
On January 1, 1968, President Johnson announced far-ranging balance of
payments measures that impose new restrictions on future investment by
American business overseas and require repatriation of certain post-January
1, 1968, earnings.52 This new form of regulation is mandatory and surprisingly stringent. The program, viewed with the devaluation of the pound
and the results of the Kennedy Round tariff negotiations, caused businessmen
throughout the world to reevaluate their international programs.
The tremendous strength of the United States economy had been questioned. Its gross national product, in excess of $800 billion per year, reprepresented nearly forty-five per cent of the total world output of goods and
services; the nation maintained a basic trade surplus of approximately $4
billion; and American business, both public and private, held gross assets
abroad in excess of $110 billion. Despite these favorable statistics, the United
States balance of payments deficit in 1967 was nearly $4 billion - the highest
level since 1960. This deficit and the corresponding outflow of gold has been
increasing steadily since 1965 and became the prime motivating factor behind
the new investment regulations. Through a program of restrictions on foreign
investment and repatriation requirements, the Government hoped to reverse
in short order a decline in gold reserves, which in eighteen years had fallen
from $23 billion to slightly over $12 billion.
Against this background, the President of the United States announced a
53
three-part program designed to reduce this foreign payments deficit:
(1) mandatory restrictions on the investment of United States corporations abroad designed to reduce the deficit by $1 billion;
(2) a voluntary program intended to reduce transactions by United
States banks and other financial institutions, and estimated to lead to
a $500 million increase in gold reserves in 1967; and
(3) restrictions on travel by American citizens abroad and encouragement of travel to this country, together with a tax on travel
expense, also designed to reduce the deficit by an expected $500
million.
On Wednesday, January 3, 1968, following announcement of the new
programs, the United States Department of Commerce issued regulations that
have the force of law. 54 The regulations provided basically that:
51. INT. REV. CODE of 1954, §864 (c) (1)-(3).
52. Exec. Order No. 11,387, 33 Fed. Reg. 47 (1968).

53. Id.
54. FDI Reg. §§1000.101-.804, 33 Fed. Reg. 49 (1968).
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(1) new transfers of capital by United States companies to their foreign
affiliates are severely restricted, and in the case of foreign affiliates in
Western Europe, are forbidden;
(2) a portion of the earnings of foreign affiliates must be repatriated;
(3) short-term financial assets (primarily bank balances) held abroad
by United States companies must be reduced to the average level of 19651966.
At the outset, it must be stated that the new regulations apply only to
"direct investors." A direct investor is defined in the regulations as any
United States corporation or individual directly or indirectly owning or acquiring:
(1) ten per cent or more of the voting power in a foreign company;
(2) the right to enjoy ten per cent or more of the earnings of any
foreign company; or
(3) the right to direct the disposition of ten per cent or more of the
assets of any foreign company.
Restrictions on Transfers of New Capital. Perhaps the most significant
of the new restrictions involves the limitations on transfers of capital. 5 5 The
new regulations prohibit transfers of new capital by United States direct
investors to their Western European affiliates. A transfer of capital is defined to include any transaction in which a direct investor acquires or increases (whether directly or indirectly) its interest in a foreign affiliate. The
definition would include a net contribution to capital, a net increase in
loans or advances upon open account, transfer of tangible and intangible
property, and all similar transactions in which a direct investor would
normally participate.
In addition to active investment, the regulations also regulated and restricted indirect investments through reinvestment of earnings.
It must be emphasized that this Executive order imposes a complete
moratorium on transfers of new capital to continental European countries.
The new regulations completely prohibit such transfers, and it is not known
at this time how long the prohibition will continue. Transfers of capital to
sterling area countries, to oil-producing nations of North Africa and the
Middle East, Japan, and a few other countries are permitted to the extent of
sixty-five per cent of the average of investments made in the years 1965 and
1966. Transfers to the developing countries, primarily Africa and Latin
America, are permitted to the extent of 110 per cent of the base period investments.
Repatriation of Earnings. The Department of Commerce Regulations
also require repatriation of earnings less a general authorization to allow a
certain portion to remain abroad for reinvestment.56 For example, a United
States company with a German affiliate need repatriate that portion of its
total earnings from Western Europe that is not less than the greater of:
55. FDI Reg. §1000.201, 33 Fed. Reg. 49 (1968).
56. FDI Reg. §1000.202, 33 Fed. Reg. 49 (1968).
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earnings repatriated during the years 1964, 1965, and 1966; or so much as
exceeds thirty-five per cent of its direct investment during the years 1965 and
1966. Less stringent repatriation requirements are placed upon earnings from
certain countries outside Western Europe and from less developed countries.
However, to the extent such foreign earnings are returned to the United
States direct investor, they are fully taxable as dividend income.5 7 It should
be emphasized that the repatriation requirement applies only to amounts
held by or on behalf of the United States company, and specifically does not
apply to bank balances held by foreign affiliates.
As a corollary to the prohibitions on direct investments, United States
companies must reduce short-term financial assets such as bank deposits held
abroad, to the extent that they exceed the level of the average end-of-month
balances during 1965 and 1966. This reduction must take place by June 30,
1968.
Exemption from Restrictions. Two general exceptions to direct investment regulation were carved out by the regulations themselves. The first is
a blanket authorization to permit small investments abroad, allowing any
American investor to make transfers aggregating $100,000 to its foreign
affiliates without restriction. The second exception permits a direct investor
to make new investments or reinvest earnings to the extent of a percentage
of his direct investments made during the base period 1965 and 1966. For
European investments, no new transfers are permitted under this exception; an
investor may only reinvest earnings.58
Direct investors are permitted to reinvest earnings of their Western European affiliates to the extent of thirty-five per cent of the average of their
direct investment in those countries during 1965-1966. This exception is
subject to the required repatriation of earnings described earlier. Thus, if
the dividend-paying history of the affiliates is such as to require repatriation
of 100 per cent of earnings, the United States investor must repatriate 100
per cent of his earnings during each year that the program is in effect, anl
may not make any reinvestment. If the dividend history shows that less than
sixty-five per cent of earnings were paid to the United States parent company, then reinvestment of earnings is permitted in an amount not greater
than the reciprocal percentage of direct investment during the base period.
The basic rule, then, for Western European affiliates requires repatriation first,
then reinvestment of what is left. In the case of all other countries, reinvestment of earnings may be computed first and the repatriation requirement
complied with as to the remainder.
Foreign Borrowings. The Foreign Direct Investment Program envisions
that American business abroad now must be financed primarily through
foreign capital. The regulations specifically permit United States companies
to borrow abroad and transfer the proceeds of such borrowings to their
57.
58.

See INT. REv. CODE of 1954, §§901 (a), (b).
FDI Reg. §1000.504, 33 Fed. Reg. 49 (1968).
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amounts borrowed by its subsidiary.
The early days of the program saw a rash of requests for exception or
specific authorization filed with the Office of Foreign Direct Investment within
the Commerce Department. Cases involving commitments to transfer capital
abroad made prior to January 1, 1968, were generally treated favorably,
especially if the investments were to be made in developing countries. Canada
was tentatively exempted from the program on March 11, 1968. 59
Many corporations moved immediately to borrow funds abroad to meet
their foreign investment commitments. Where the United States corporation
borrowed the foreign funds directly, it still needed FDI approval to invest
in specific projects.6 ° However, where the foreign affiliated national borrowed

the funds, and the United States direct investor guaranteed such loan, it
was necessary for the latter to file a certificate with the Office of Foreign
Direct Investment recording the guarantee and stating that the guarantor had
61
no reason to believe the loan would not be repaid from foreign sources.
On April 29, 1968, the Office of Foreign Direct Investment had already received 1,345 guarantee certificates indicating foreign borrowings. It was
estimated that in the first four months of 1968, more than $700 million was
borrowed in Europe on public bond issues such as Eurodollar debentures involving convertibility to United States common stock of the guarantor.62
The federal tax aspects of the regulations were spelled out clearly in the
latest amendments to the regulations published on April 30, 1968.63 Whereas
the original regulations had required a direct investor: "[T]o transfer . . .
from Schedule A countries or nationals thereof, to an account owned by such
direct investor denominated in U.S. dollars at a domestic bank, an amount
representing earnings from affiliated foreign nationals .... "64 the proposed
amended regulations now require a "dividend" to be paid (using formulae)
but define such process as follows: 65
(ii) A dividend shall be deemed to have been paid to the direct investor, or to an affiliated foreign national of the direct investor, as the
case may be, only to the extent the amount thereof is reflected as having
been received on the books of account of the recipient.
This language leads to the presumption that full compliance with the
proposed regulation is possible only after the direct investor receives such
taxable dividend and records it on its books of account. Such current taxation of foreign earnings of foreign nationals could not be achieved under
59. General Authorization No. 4, Canada -Application of Foreign Direct Investment
Regulations, 33 Fed. Reg. 4442, 4443 (1968).
60. FDI Reg. §1000.203, 33 Fed. Reg. 50 (1968) (foreign liquid balances).
61. General Authorization No. 1, §2 (1), 33 Fed. Reg. 816 (1968).
62. Statement by Acting Director Joseph W. Bartlett, U. S. Dep't of Commerce Press
Release D.C., No. 34,738, April 29, 1968.
63. 33 Fed. Reg. 6540-51 (1968).
64. FDI Reg. §1000.202 (a), 33 Fed. Reg. 49 (1968).
65. Proposed FDI Reg. §1000.306 (b) (2) (ii), 33 Fed. Reg. 6542 (1968).
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the Treasury Department's first proposal in the Revenue Act of 1962, noted
earlier, but is now attempted through Executive Order 11,387, implementing
a statute designed to prevent trading with the enemy, passed in October
1917.66
The Internal Revenue Code has been utilized to divide the world into
"developed" and "less developed" countries for purposes of the Revenue Act
of 1962 and the Interest Equalization Tax Act of 1963; to divide the world's
countries into three schedules A, B, and C - depending on the need for
new investment capital) for purposes of the Foreign Direct Investment Regulations of 1968, and into developed and less developed countries for purposes
of negotiating tax treaties under section 894 of the Code.
When Canada was removed from the schedule B countries under the
Foreign Direct Investment Regulations, it was the Secretary of the Treasury
who exchanged letters with the Minister of Finance of Canada to effect such
a "carve-out" of Canada from the regulations. Other nations are particularly
injured by the new restrictions on American investment. Ireland's entire Industrial Development Program is dependent on new investment from the
United States and other capital-producing countries, in return for which the
Irish Government grants a tax exemption for companies that manufacture
in Ireland for export. The new FDI Regulations cut severely across such programs by requiring repatriation of earnings to the United States where they
are fully taxed as dividends under the Internal Revenue Code. Removal of
such capital-need countries as Ireland from schedule B - and from these FDI
Regulations- would be a step forward in foreign policy.
CONCLUSION

The tax events of the past decade speak for themselves, and are now accomplished facts. The opportunities lie ahead for a better federal taxing
system to produce revenue, whether or not influenced or controlled by foreign
policy.
Those best equipped to assist in working out and coordinating tax with
foreign policy are those who have experience and skill as tax specialists,
economists, political scientists, legislators, foreign service officers, public
administrators, and others with special skills in the newer disciplines of international fiscal planning.
A return to the cooperation and spirit exhibited in drafting of the Internal Revenue Code of 1954 would be a first step in an over-all study of
the Code. In 1952, 1953, and 1954 representatives of the American Bar Association, the American Institute of Certified Public Accountants, the Joint
Committee on Internal Revenue Taxation, the Treasury Department, and
the tax-writing committees of Congress joined to restructure and revise the
1939 Code as amended.
66. Act of Oct. 6, 1917, §5 (b), 12 U.S.C. §95a (1964). For an analysis of the FDI
Regulations and this statute, see Baker, Legal Considerationsin Operating Under the New
Regulations, CCH, BALANCE OF PAYMENTS REP. ff9032 (April 26, 1968).
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The dialogue has already begun in the article on a "comprehensive tax
base" as a goal of income tax reform- pro and con-in the Harvard Law
Reviews beginning in the March 1967 issue.67 Professor Bittker, Professor
Musgrave, Dr. Pechman, and Professor Galvin are men of distinction and
thought who have given years to the study of tax philosophy. Their exchanges
could well become the starting point for a larger commission study of Federal
Taxation and Foreign Policy.

67. See Bittker, A "Comprehensive Tax Base" as a Goal of Income Tax Reform, 80
L. REv. 925 (1967); Bittker, Comprehensive Income Taxation: a Response, 81 HAv.
L. REv. 1032 (1968);Galvin, More on Boris Bittker and the Comprehensive Tax Base: The
Practicalitiesof Tax Reform and the ABA's CSTR, 81 HARV. L. REV. 1016 (1968); Musgrave,
In Defense of an Income Concept, 81 HARV. L. REV. 44 (1967); Pechman, Comprehensive
HARV.

Income Taxation: a Comment, 81 HARV. L. REv. 66

https://scholarship.law.ufl.edu/flr/vol20/iss4/5

(1967).

16

